Abstract
Introduction
In business, the concept of performance can be translated by success obtained either generally or in the specific field of activity of the enterprise. The quantification of this succes cab be made through a series of qualitative and quantitative indicators such as: turnover, market quota, operating cash flows, added value, personnel qualification, reputation of the managers' team, social climate, etc. However, the main indicator, unanimously accepted, for assessing the performances of the enterprise remains its accounting result (we consider that the term result has a wider meaning than income, the last one suggesting more a favorable result). If, by the middle of the 80s, the main performance indicator followed by the users of financial statements was the net result, the suspicions concerning its manipulation through various techniques of accounting nature, have determined, in the first stage, an interest increase in other result indicators as the operating result or the gross operating surplus (equivalent to the term anglo-saxon Earnings Before Interest Taxes Depreciation and Amortization). The last ones allow a better comparison of performances of various enterprises by means of elimination of fiscal incidence (if the tax is calculated for global business), of financial and extraordinary elements, of provisions, etc. Among the factors that can influence the performance of an enterprise we can rank: the activity structure, the technological process, the materials used, the access to resources, the capacity of using the fixed assets, the quality of the employees, etc. The information about the performance of an enterprise, mostly its profitability, is necessary for: -the evaluation of potential changes of economic resources which the enterprise can controll in future; -the anticipation of enterprise's ability to generate cash flows by using the available resources; -the formulation of reasonings regarding the efficency of the enterprise to use new resources. However, from the investors' point of view, as the main category of users according to anglo-saxon approaches, the performance aims the earnings per share and more, the dividend per share. Gradually the notion of shareholder value has been imposed. Nowadays, there are numerous models of creating value and of appreciation of the enterprise' profitability. Among the modern indicators used in appreciation of performances there are: economic value added, market value added, total shareholder return, cash flow return on investement, and so on. Due to the fact that the classical performance indicators offer limited information, the concept of value creating had become an integral part of managerial culture, and we can speak of "value based management", with the following advantages:
ability to maximise the creation of value; improvement of decision making; encouragement of profitable investments leading to increase of value; improvement of resources allocation; setting clear objectives focused on the increase of the entity value; improvement communication with the investors and analysts. The methods of performance analysis based on the concept of shareholder value became a necessity during the 90s, because of numerous critics with regards to the limits and subjectivity of the classical indicators. Even though there are important differences between the methods and that it can be difficult to put them in practice, the main objective remains the measurement of the shareholder value and its maximization.
Classical indicators of the enterprise' performance
The main indicator of the performance of the enterprise is the result (profit or loss). It is an accounting model. Its value and formation are presented in the financial statements of the enterprise. The main advantage of the classical indicators relies on the fact that, due to its prolonged use, the majority of the people concerned is familiar with their computing method and can interpret their value. The classical approach of performance, mainly of the result, aims at three aspects: a) patrimonial -by means of the same evaluation method, the value of the enterprise is compared at two different moments. The result of the exercise N is determined as a difference between the equity (Eq) registered at the end of exercises N and N-1, more precisely the result shows the increase or decrease of value of the equity between the beginning and the end of the exercise N:
Result of exercise N = Eq N -Eq N-1 Considering that the value of the equity can be influenced during the course of the year by contributions from the owners (capital increases by: contributions in cash and/or in kind, conversion of debt) or in favour of the owners (quota distributions, capital decreases), changes that do not relate to the result of the exercise, the equation becomes:
Result of the exercise N = -Owners' contributions+ Distributions in owners' favour This approach can lead to different values of the result during inflationary periods because the adjustments brought to different patrimonial elements, following the variations in prices, can be done by various methods, In such cases, supplimentary information regarding the methods of evaluation used, offered through explanatory notes, can reduce to some extent the degree of incertainty of the users. b) economic -the result is determined as the difference between revenues and expenses:
Result of exerciseN = Revenues of exercise N -Expenses of exercise N The economic approach can be controversed following the way of recognition of the revenues and expenses but also of the way of connecting expenses to revenues. c) financial -the result is the expression of variation of the treasury of the enterprise during the reporting period, computed by the comparison of cashing and cash payment flows. The result, expressed by the variation of the treasury (cash), is determined as a difference between the self-financing capacity, as security collected during the financial exercise and the computed expenses, that do not result in cash flows but correspond to real depreciation or probable risks:
Result of exercise = Self-financing capacity -Computed expenses The concept of result is accompanied, however, by a touch of subjectivity in relation to the interest of each category of users. For instance, with regards to the users' view about the result measured through traditional methods, the investors are interested, as shown before, by the net profit and its distribution as dividends, while the creditors are more interested by the gross result before the interest' payment. Regarding the policies and accounting options adopted by the enterprise (stock evaluation, depreciation methods, etc.), the result can be different, and the enterprise, the management respectively, will follow its own interests (maximization of profit with the aim of presenting a better "image" or, on the contary, the reduction of profit with the purpose of tax relief, etc ) The resilient character of the result limits the informational value of the profit and loss account. In order to avoid drawing erroneous conclusions based on this summary document, the user must analyse the methods and the accounting policies adopted by the enterprise and their impact on the reported result. Other accounting indicators used in appreciation of performance of the enterprise are the operating result and the gross operating surplus (corresponding to EBITDA, Earnings Before Interest Taxes Depreciation and Amortization, used in anglo-saxon models). Their advantage relies on the fact that they cannot be handled by various accounting techniques of registering the provisions and of the adjustments of assets' value. Moreover, they are not influenced by the level of fiscality (insomuch as the tax is computed globally for the entire activity of the enterprise). The only element by which one can intercede over the value of these indicators is represented by the cost of sold goods, influenced by the method of valuation of stocks. A better appreciation of the performance of the enterprise can be achieved by means of return ratio. It is common knowledge that these ratio allow comparisons in time and space, due to their way of computating namely by the effects obtained related to the efforts corresponding these effects. The main return ratio are: economic return (determined as ratio between the operating result and the value of enterprise assets and known as Return on Assets, ROA) and financial return (determined as ratio between the net result and the value of own capital and known as Return on Equity, ROE). Obviously, the investors are interested in the financial return of the enterprise, as expressing the theoretical ability to distribute dividends.
Modern indicators of appreciation of created value by the enterprise
It is a known fact that the basic obligation of the management of any enterprise is to make operational, investment and financial decisions that will ensure the long-term growth of the shareholders' wealth. The modification of the value of the own capital, together with the result by share, indicates the evolution of which this shareholders' wealth has registered during a period of time.
If we refer to the accounting value of shares, based on the own capital presented in the financial statements, this is a measure subject to distortion. Since it represents a residual value, the net assets is affected by all past and future accounting adjustments, as well as by the more and more complex way to recognise changes of value for assets and liabilities. In conclusion, in the majority of cases in which the issue of economic analysis occurs the relevance of this indicator is doubtfull. A series of indicators imposed over the last years as forms of expressing the new value created by the enterprise for its shareholders. We can rank, among these, the discounted cash flow, the economic profit, economic value added, market value added, the total shareholders return. The novelty of the computing models of the created value in relation to the traditional methods of establishing performance is the fact that they lay emphasis on the cost of capital entirely. The discounted cash flow (DCF) (a concept developped by Alfred Rappaport in his work "Creating Shareholder Value: the new standard for business performance", known also under the term of "shareholder value") allows appreciation of the value of the shareholders' participation to the enterprise's activity and offers thus information regarding the substantiation of strategic decision making. The indicator is obtained following the discount of the future forecast cash flows in correspondence with the cost of capital (of the investments made). The cash flows considered are whose related to operating activities in a certain period of time, without being influenced by the cash flows related to financing (interests, dividends, etc.). It is considered the best financial indicator for the appreciation of the enterprise's ability to create value for its owners. However, due to the fact that the forecast of the future cash flows is difficult to achieve by external analysts, DCF remains a less used indicator. The measurement of the economic profit (EP) represents another method for determination the value created, having its roots in the "residual income" mentioned by the economist Alfred Marshall at the end of the 19th century and seen as the pay of some enterprises owner for the invested capital and the planning work, control and supervision. The economic profit indicates the result obtained throughout the period, after covering all expense, including the expenses regarding the capital used. By comparison, the net profit doesn't take into account the cost of using the investors' capital, offering information that can mislead the users. Thus, some enterprises which are profitable from the point of view of the accounting result can be unprofitable from an economical point of view. The economic profit is computed following: EP = (Capital return -WACC) x Invested capital where, WACC is weighted average cost of capital (the average ratio of total capital remuneration). Difference between the capital return and his wieghted average cost is named "performance spread". The economic profit value may be appreciated depending on certain key-factors that can be a basis for various objectives formulation regarding the performances:
-the capital return, in his turn influenced by the profit margin (profit/turnover) and the efficiency of developed activity (reflected by invested capital turnover); -the ability of enterprise to generate turnover of capital use. In 1991, the economic profit was redefined by the members of Stern Steward & Co and thas a new concept has been developed: economic value added (EVA). By definition, EVA is the difference between the net operating profit (after tax) and the opportunity cost of capital used:
EVA= Net operating profit -Invested capital x Capital cost ratio EVA, a financial accounting type indicator, is a measure of the financial performance by reflecting the economic profit of the enterprise and being direct related to the wealth creation for shareholders of time. That is to say that EVA reflects the measure in which the obtained result exceeds or is lower than the minimum rate of payment required by the creditors and investors for investment projects with similar risk. By way of defining, EVA give a lot of attention to the cost of capital. The business enterprise must generate a rate of return at least equal with the market one, obtained in similar risk conditions. Otherwise, the accounting profit is unreal and irrelevant forasmuch the enterprise concerned does not create wealth for its owners but rather it acts in loss. The relationship between EVA and DCF is simple. DCF is actually the sum of the future economic profits, discounted at weighted average cost of capital:
The economic value added allows the individual performance measuring, subject to the application of a required return ratio. EVA, like all yearly indicators with integral or partial accounting character, may be subject to distortion. Thus, it can try the maximization of EVA for a given year in detriment of the coming years. A high value of the indicator at one time does not indicate the long-term wealth creation. Therefore, only the discounted future cash flows may reflect the enterprise's ability to create sustainable value. The other indicator introduced by Stern Steward & Co is Market Value Added (MVA), especially applicable for listed companies. MVA indicates the surplus of the total market value over the invested capital value and reflects the appreciation of the enterprise on the capital market.
MVA = Market value of the company -Total invested capital
The market value of the company (market capitalisation) is calculated by multiplying the quotation with the number of shares that are in circulation (for the unlisted companies the market value is estimated on the basis of the present value of future cash flows generated for investors). A positive MVA indicates a investment return higher than capital cost and also that the shares are trading at a higher price than initial capital. The relationship between the last two indicators is the following: MVA = Discounted value of the future EVAs The increase of EVA will be followed by an increase of the Market Value Added. Based on the above relationship, the market value of the own capital can be considered to be the present value of all future cash flows belonging to owners. MVA (or rather change in MVA) represents a better criterion than quotation evolution because it connects the increasing of value with the capital invested to obtain it. Another indicator, this time of stock type, to measure performance is total shareholder return (TSR) (proposed by Boston Consulting Group). TSR allows appreciation of the value obtained by the investors of share ownership and reinvestment of dividends in a certain period of time (at least one year). Indicator is the percentage and allow comparisons between companies or over the industry or market average. TSR is computed following:
where: Q 1 -quotation at the end of the period Q 0 -quotation at the beginning of period Div -amount of dividends (includes not only the distributed dividends but also the cash payments to shareholders and the repurchases of shares) TSR is thus a actuarial rate of return to shareholders who bought shares at the beginning of period, determined by evaluating the own portofolio at the quotation valid to end of the period. To be relevant, the calculation must be done for a long time (5-10 years) so as to eliminate the effect of non-systematic variations of quotation.
For listed companies is also calculated and the price earnings ratio (PER), by dividing the share price to earnings per share. The profit taken into account is the last year profit of the common shares. PER allows comparisons with the average rate of a certain industry or market wide. A synthesis of the main advantages and disadvantages of the above indicators is presented in the -difficult to apply for unlisted companies; -in the short term may be affected by capital market volatility.
Conclusions
The constant concerns of theorists and practitioners for as accurate an assessment of the enterprises' performances lead to the definition of several indicators, some of accounting nature, others of financial and capital market nature. Over time, the analysts focused gradually from the intrinsic performance of the enterprise to the performance in benefit of the shareholders, by creating long term value.
The best appreciation criterion of the ability of the enterprise to create value for its owners is based on updating the future cash flows generated by its economic activity. The computing model of the discounted cash flow is, however, difficult for external analysts, which significantly restricts the area of application of this indicator. The indicators of type of capital market are adequate when analyzing the performances of the listed companies but still in a small number in the current economic context in Romania. For the time being, the most used performance indicators are those of accounting nature due to their accesibility and intelligibility. Their use, when having sufficient information concerning the accounting principles and methods applied by the enterprise, allows the valuation of past performances and the estimate of future performances. These performances represent the expression of the enterprise's ability to create value for its owners. We feel that the analysts in our country could pay a greater attention to some indicators such as economic profit or economic added value, as these models take into account the total cost of the invested capital.
